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China Business Handbook

Do you want to reach new customers in the China market? China’s economy continues to tick
along with no discernible drop in growth even as their impressive stimulus package wound down
in 2010. Many economic experts predict the Chinese economy will continue to grow at or above 9
percent for the next few years — a rate higher than the targeted growth rate of 8 percent announced by
Premier Wen Jiabao at the March 2011 National People’s Congress. Macro economics aside, China is
a relevant market for American businesses of all sizes in all industries. U.S. firms exported more than
$91 billion to China in 2010 with U.S. products, services and technology playing an important role
both in China’s development and in U.S. economic growth.

China is buying, building and upgrading throughout the country. With rapid urban development
and an exploding middle class, China’s demand for consumer products reaches into more than 260
cities with over one million people. In particular, China’s emerging markets in second and third-
tier business centers — from Harbin in the north to Zhuhai or Kunming in the south and southwest,
are growing faster than China’s primary economic centers. These emerging markets account for the
majority of goods imported from the U.S. and are key beneficiaries of healthcare reform activities,
airport expansion projects and a host of other infrastructure development.

However, doing business in China can be challenging. With bureaucracy, intellectual property
rights, and lack of transparency among the pressing concerns, we hope this Handbook provides access
to more knowledge, information and expertise needed for success in the China market. While there is
no one-size-fits-all answer to doing business in China, you will find herein U.S. government assistance
with initial market entry strategies and various business service providers offering approaches to due
diligence and trade dispute resolution, emerging market profiles, and analysis of opportunities in
various industry sectors.

Please make use of the resources in this Handbook and the knowledge and expertise that stand behind
it to help you take the next step in entering or expanding your business in China.

Regards,

o Fof

William Zarit

Minster Counsel for Commercial Affairs
U.S. Commercial Service, China

U.S. Embassy, Beijing
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Ch 1 General Overview of Doing Business in China

By the U.S. Department of Commerce, U.S. Commercial Service

Market Overview

China responded quickly to the global
economic downturn in 2008 and, as a result
of a combination of monetary, fiscal, and
bank-lending measures China’s GDP grew
9.2 percent in 2009 and an impressive 10.3
percent in 2010. Projections are for the
GDP growth to slow slightly in 2011 to
between 9 and 9.5 percent.

Accompanying the rise in China’s GDP,
U.S. exports to China increased in 2010 by
over 32 percent to almost US$92 billion.
Of course, China’s exports to the U.S.
also increased by 23 percent, leading to a
balance of trade deficit of US$273 billion.
After falling in 2009, the trade imbalance
with China is now on the rise again. China
remains the U.S.’s second largest trading
partner after Canada.

After near zero percent inflation in 2009,
in 2010 consumer price index rose 3.3
percent, exceeding the authorities’ target of
3.0 percent. Inflation reached 5.1 percent
in December 2010, alarming authorities
who undertook a multipronged effort to
bring real estate prices, food prices and
monetary liquidity driven by bank lending
under greater control.

Inbound FDI rebounded after a dip in
2009, rising 17.4 percent in 2010 to almost
US$106 billion. China is the world’s
second largest recipient of FDI after the
United States.

China stands as the world’s third largest
market for luxury goods behind Japan
and the United States, and some studies
estimate that there are now more than 200
million Chinese citizens with a per capita
income over US$8,000. Over the next
several years, most economists predict a
surge in the number of people achieving
true middle class status.

Despite  these remarkable changes,
China is still a developing country with
significant economic divisions between
urban and rural areas, albeit one with
vast potential. The number of migrant
workers continues to remain high, with
the number of laborers employed outside
their hometowns at approximately 150
million in 2009. This number has appeared
to remain static, however, with some
areas, especially in the East, reporting
shortages of such laborers and tightening
wage situations. As of 2010, the per-capita
disposable income of urban residents was
RMB19,109 yuan (US$2,895), and the per-
capita disposable income of rural residents
stood at RMB5,919 (US$897).

Market Challenges

In addition to the large multinationals
which continue to earn impressive returns
on their exports to and investments in
China’s market, American small to medium
enterprises (SMEs) are also active here.
FCS counsels American companies that to



be a success in China, they must thoroughly
investigate the market, take heed of product
standards, pre-qualify potential business
partners and craft contracts that assure
payment and minimize misunderstandings
between the parties. Stumbling blocks
foreign companies often run into while
doing business in China can be grouped
into these broad categories:

China often lacks predictability in its
business environment. China’s current
legal and regulatory system can be
opaque, inconsistent, and often arbitrary.
Implementation of the law is inconsistent.
Lack of effective Chinese government
protection of intellectual property rights
is a particularly damaging issue for many
American companies. Both those that
operate in China and those that do not have
had their product IP stolen by Chinese
companies.

China has a government that, in some
sectors of the economy, is mercantilistic.
China has made significant progress
toward a market-oriented economy, but
parts of its bureaucracy still seek to protect
local firms, especially state-owned firms,
from imports, while encouraging exports.

China retains much of the apparatus of a
planned economy. A five-year plan sets
economic goals, strategies, and targets.
The State and the Communist Party
directly manage the only legal labor union.
The understanding of free enterprise and
competition is incomplete in some sectors
and political connections or goals at times
trump commercially-based decisions.

Certain industrial sectors in China are
prone to over-investment, leading to over-
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capacity, over-production, and declining
prices in affected industries. Continued
economic reform is essential for China
to achieve high levels of economic
growth. China’s own leaders recognize
a more balanced economy relying more
on domestic demand and development of
the service sector are essential for China
to become a mature economic power.
However, companies must deal with the
current environment in a realistic manner.
Risk must be clearly evaluated. If a
company determines that the risk is too
great, it should seek other markets.

Market Opportunities

The growth of imports from the United
States in many key sectors, such as
energy, chemicals, transportation, medical
equipment, construction, machinery and a
range of services, suggests that China will
remain an important and viable market for
awide range of products and services. With
growing numbers of Chinese traveling
abroad for education and leisure purposes,
China’s contribution to U.S. educational
institutions and the tourism industry is
increasingly important as well.

More detailed information on commercial
prospects in the services sector in Chapter
5, with a more extensive research available
at the U.S. Commercial Service market
research library at www.export.gov.

Market Entry

The U.S. Embassy and the U.S. Department
of Commerce welcome contact with
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American companies to initiate or expand
exports into the China market. Two of
the primary objectives of U.S. policy
with regard to China are (a) creating jobs
and growing the American economy by
increasing exports, and (b) ensuring our
companies’ ability to compete on a level
playing field. A company should visit
China in order to gain a better perspective
and understanding of its potential market
and location. Especially given China’s
rapidly changing market and large area,
a visit to China can provide a company
great insight into the country, the business
climate, and its people. Chinese companies
respect “face-to-face” meetings, which can
demonstratea U.S. company’s commitment
to working in China. Prospective exporters
should note that China has many different
regions and that each province has unique
economic and social characteristics.

Continued long-term relationships are
key to finding a good partner in China. To
maximize their contacts, companies should
aim at forming a network of relationships
with people at various levels across a broad
range of organizations. U.S. companies
commonly use agents in China to initially
create these relationships. Localized
agents possess the knowledge and contacts
to better promote U.S. products and break
down institutional, language, and cultural
barriers. The U.S. Commercial Service
China offers a wide array of services to
assist U.S. exporters in finding Chinese
partners through a network of five
Commercial Service posts in China. They
also have a partnership with the China
Council for the Promotion of International
Trade (CCPIT) to provide services in 14
other major cities in China. U.S. companies
are strongly encouraged to carefully

choose potential Chinese partners and take
the time to understand their distributors,
customers, suppliers, and advisors.

China is a challenging market and
requires a strong understanding of a firm’s
capabilities and in-depth knowledge of
the market. Before making a decision to
enter the China market, potential exporters
should consider their own resources,
their past exporting experience, and their
willingness to commit a significant amount
of time to exploring opportunities for
their products and services in China. The
U.S. Commercial Service has developed
a toolkit to help exporters understand
some of these challenges; our “Are You
China Ready” assessment is available at:
www.export.gov/china/doingbizinchina/
index.asp.

Selling U.S. Products and
Services

Using Agent or Distributor

China’s fast-growing economy attracts

international  participation,  including
exports from U.S. small and medium
enterprises  (SMEs).  Unlike large

international or multi-national companies
that establish operations for branding,
marketing and various business activities
in China, SMEs with limited budgets, when
expanding their business, usually start with
fostering a sales network through regional
agents or distributors. The discrepancies of
business practices present challenges for
U.S. SMEs to efficiently participate in the
competition. Sales agents and distributors,
however, can assist in keeping track of
policy and regulation updates, both locally



and nationally, collect market data, and
quickly respond to changes. In addition,
U.S. SMEs can take advantage of their
agents’ and distributors’ existing networks
and expand their business. Agents/
distributors will also help in promoting
new products and technologies.

Trading Companies

China’s current regulations are designed
to allow manufacturing-focused foreign
invested enterprises (FIEs) to become
export trading companies that may
purchase and export any products or
technologies free from quotas, license
controls or government monopoly. FIEs
are able to establish trading companies and
to obtain trading rights before the phase-in
of distribution rights. Chinese companies
that are registered and have RMB 1 million
(US$148,000) in capitalization can obtain
an import/export license.

In 2005, the Ministry of Commerce
(MOFCOM) issued documents outlining
the application procedures for investors to
establish new foreign-invested commercial
enterprises (FICEs), for existing FICEs
to open new distribution and trading
businesses, and for existing FIEs to expand
their business scope. The documents give
provincial-level agencies the authority
to review and approve applications.
Currently, approval for new foreign
enterprises occurs at the provincial level,
and not the national level.

In 2006, MOFCOM issued a notice on
“Entrusting Local Authorities with the
Examination and Approval of Commercial
Enterprises with Foreign Investment.”
While this decision to delegate approval
authority to provincial-level authorities
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for most distribution rights applications
has sped up the application process,
technical challenges still remain. Existing
foreign-invested manufacturers that have
expanded their business scope are limited
to distributing goods that they produce.
Uncertainty over what constitutes “similar
goods” has created difficulties for some
companies seeking to exercise their
distribution rights. In addition, existing
manufacturers that have expanded their
business scope to include distribution must
ensure that half of their revenue stems
from their buy-sell activity.

Distributors

A U.S. exporting company that hopes to
successfully enter China must gain both
trading and distribution rights. Distribution
covers: 1) commission agent services,
2) wholesale services, and 3) retailing.
Chinese law allows foreign companies
to establish wholly-owned distribution
entities for chemical fertilizers, processed
oil and crude oil, as well as other imported
and domestically produced products.
Limits exist on products including books
and periodicals, pharmaceutical products
and pesticides. Foreign companies may
choose one of two ways to acquire trading
and distribution rights: they can set up a
new, stand-alone FICE or apply to expand
the business scope of an existing FIE.

Given the complexities of the Chinese
market, foreign companies should also
consider using a domestic Chinese
agent for both importing into China and
marketing within China. With careful
selection, training, and constant contact,
a U.S. exporter can obtain good market
representation from a Chinese trading
company, many of which are authorized
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to deal in a wide range of products. Some
of the larger companies have offices in
the U.S. and other countries around the
world, as well as a network of offices and
affiliates in China.

Local agents

China is witnessing an explosion in local
salesagents who handle internal distribution
and marketing. Most of these firms do not
have import/export authorization. They are
the next layer down the distribution chain,
buying foreign products and importing
them through entities that have an import/
export license by paying a commission.
They may be representative offices of
Hong Kong-based or other foreign trading
companies, or domestic Chinese firms with
regional or partial national networks.

Given China’s size and diversity, as well
as the lack of agents with wide-reaching
capabilities, it may make sense to engage
several agents to cover different areas, and
to be cautious when granting exclusive
territories. China could be viewed as five
major regions: the South (Guangzhou),
the East (Shanghai), the Central/North
(Beijing-Tianjin), West China and the
Northeast.

Trade Promotion

An important vehicle for identifying
prospective agents is trade shows and
trade missions. In 2010, approximately
5040 trade events were held in 76 cities
in mainland China. The total number
of shows, many held in smaller cities,
continues to grow between 15 to 20 percent
annually. Of the 5040 shows, 837 were
held in Beijing, Shanghai and Guangzhou.

In general, exhibitions can be excellent
venues to gauge market interest, develop
leads and make sales. Most are sponsored
or co-sponsored by government agencies,
professional societies, or the CCPIT. Some
shows are organized by American, Hong
Kong or other foreign show organizers.
Show participation costs are sometimes
high since pricing options for available
booth space for foreign companies at
shows is often limited to certain areas
within events. Some shows may reach
only a local audience or cater primarily to
Chinese exporters despite being described
as  Import/Export Fairs. Therefore,
companies are advised to scrutinize shows
carefully before confirming participation.

In 2011, the Commercial Service will
recruit and organize U.S. Pavilions at 28
trade shows around China in 16 different
industry sectors. The U.S. Pavilion
concept is part of the U.S. Department
of Commerce’s initiative to promote
American goods and services in key
Chinese markets. Updated information
about these shows can be found at www.
export.gov/china. In addition, upcoming
Department of Commerce trade missions
can be found at: www.trade.gov/trade-
missions.

Further information on doing business in
China including market entry approaches
specific to various sectors, advertising,
e-commerce, selling techniques and selling
to the government, intellectual property
rights, trade regulations, project financing
and more, can be viewed in the China
Country Commercial Guide. Find it in the
U.S. Commercial Service market research
library at www.export.gov.
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Ch 2 Regions and Sectors to Watch

By Dezan Shira and Associates

China’s first tier cities — Beijing, Shanghai,
Guangzhou, Shenzhen —have been targeted
by international players for many years
now. While many international players
enter into one of these cities to gain a feel
for the Chinese business environment and
Chinese market, the major potential lies
outside of these household city names, in
China’s second and third tier cities. While
the exact definition of which cities qualify
in these categories varies largely by source
and by geographic region, factors such as
urbanization, the rising middle class, and
improving infrastructure in these cities are
increasingly pushing them onto the radar
of foreign companies investing in China.

Below, we discuss a region of particularly
heavy foreign investment and of rapid
growth in second and third tier cities —
the Yangtze River Delta (YRD) — and the
contribution second and third tier cities are
making nationally to China’s rapidly rising
middle class.

Yangtze River Delta Region

While Guangdong Province and the
southern regions bordering Hong Kong
received the lion’s share of central
government attention and FDI in the
carly stages of China’s “opening-up and

Shanghai and
Yangtze River Delta
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reform” process, in the more recent stages
of this process attention has focused on
the YRD region, consisting of Shanghai
municipality, Jiangsu and Zhejiang
provinces. This area has historically been
attractive to businesses for its easy access
to China’s largest sea ports and ready
proximity to the inland provinces and today
is considered the primary point of China
establishment by most foreign companies.

Just as throughout the rest of China,
business in the YRD region is focused
on rapidly expanding cities and their

peripheral suburban areas. While certain
cities in the YRD have been China’s
economic powerhouses throughout a great
recent history - Shanghai, for example —
“second tier” cities are growing quickly
and receiving increasing attention from
international investors for their lower
costs. In Jiangsu province, these up-
and-coming second tier cities include
Changshu, Changzhou, Nanjing, Suzhou,
and Yangzhou, among others. In Zhejiang
province, these include Hangzhou, Ningbo,
and Wenzhou, among others.

Regional Economic Data, 2010

Shanghai Jiangsu Zhejiang
GDP Total US$251.8 billion  |US$610.49 billion  |406.36 billion
up 9.9% Up 12.6% up 11.8%
Primary industry US$1.7 billion US$37.89 billion US$20.2 billion
down 6.6% up 4.3% up 3.2%
Secondary industry US$106.5 billion | US$324.67 billion | US$210.76 billion
up 16.8% up 13% up 12.3%
Tertiary industry US$143.5 billion | US$247.89 billion |US$175.28 billion
up 5% up 13.1% up 12.1%
Market indicators |Disposable income - urban |US$4751.9 US$3424 US$4083
up 7.1% up 11.6% up 11.2%
Disposable income - rural  |US$2051.6 US$1360 US$1687
up 11.5% up 13.9% up 12.9%
Consumer price index 103.1 103.8 103.8
Investment Fixed asset investment US$79.35 billion | US$346.06 billion | US$186.39 billion
indicators up 0.8% up 22.4% up 16.3%
FDI - contractual US$15.3 billion US$56.83 billion US$20.04 billion
up 15.0% up 11.4% up 25.2%
FDI - actual US$11.12 billion | US$28.5 billion US$11.0 billion
up 5.9% up 12.6% up 11.1%
Approved new FIEs 3906 projects 4661 projects 1944 projects
up 26.4% up 10.5% up 11.9%
Shanghai The Pudong business district, the city’s

Since reform and opening, China’s State
Council and the Shanghai city government
have begun to develop the city into an
international financial and shipping center,
similar in certain ways to Hong Kong. In
2010, Shanghai’s GDP rose 9.9 percent, to
US$251.8 billion.

“growth engine” east of the historical
center of the city, accounts for more than
20 percent of the city’s GDP. Since Deng
Xiaoping decided to develop the Pudong
business district in 1990, Shanghai received
a large number of central government
grants and loans, allowing it to attract FDI



and draw the surrounding YRD regions
in its wake. The city aims to draw more
foreign investment into six service sectors
- modern logistics and transportation,
financial services, exhibition and travel
services, information services, professional
services auxiliary to manufacturing, and
entertainment. Shanghai’s goal is to have
85 percent of the city’s GDP from the
service sector, primarily in the downtown
areas.

The people’s government of Shanghai has
issued a set of regulations encouraging
multinational companies (MNCs) to set up
regional headquarters in the municipality.
As of mid-2010, there were 281 regional
headquarters of multinational companies
and 311 foreign R&D centers in Shanghai.
Major global companies have established
businesses in the city over the last few
years including Walt Disney, BASEF,
Munich Trade Fairs and Citigroup.

Furthermore, the government has
introduced a number of initiatives in recent
years including efforts to ensure a stable and
adequate power supply, improvements to
ADSL capacity with international internet
service providers and strengthening of
anti-IPR  infringement measures. The
government is making efforts to tackle its
traffic congestion problems by improving
the transportation infrastructure and
introducing stricter measures to counter
industrial pollution.

Jiangsu

Jiangsu is among the wealthiest provinces
in China, with a GDP of US$610.49 billion
in 2010, up 12.6%. Historically, Jiangsu
has had a strong light industry sector, but
recently heavy industry sector growth has
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become more prominent. The provincial
and city governments have been focusing
on fast-growing technology and capital-
intensive industries and Jiangsu has become
an increasingly important manufacturing
base for the IT, petrochemical, and the
pharmaceutical industries.

The southern part of Jiangsu province —
Suzhou, Wuxi, Nanjing and the surrounding
area — is booming, with southern cities like
Suzhou and Wuxi having a GDP per capita
around twice the provincial average. In
Jiangsu province, Nanjing will focus on
modern logistics, science and technology
and cultural tourism, with the goal of
becoming the modern service industry
center north of the Yangtze River. The
provincial government has tried to move
labor-intensive industries from the south to
northern cities such as Xuzhou, Huai’an,
Yancheng and Sugian.

Jiangsu Province has the largest number of
environmental protection-related firms in
mainland China and excels particularly in
the area of wind power. As a whole, Jiangsu
province will establish 7000 MW inter-
tidal and offshore wind farms by 2020.
The primary city in this development is
Nantong, which has a current wind power
capacity of 992 MW and a targeted wind
power and installed capacity of 3000 MW
by 2015. In addition, an environmental
technology based focusing on wind
power development has been developed
in Nanjing Economic Development Zone
and the city of Huishan has a large Wind
Power Science and Technology Industrial
Park focused on renewable energy
manufacturing and related R&D. A 1 GW
offshore and inter-tidal wave project is also
planned in the province.

13
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Zhejiang

Zhejiang’s economic success in recent
years has been largely home grown and
not built on central government investment
or huge inflows of FDI. While this is
starting to change as big multinationals
relocate out of Shanghai and into the
surrounding regions, the previous absence
of outside help led to the development of
an entrepreneurial spirit that some dub “the
Zhejiang model.” This model emphasizes
small businesses that are responsive to
market fluctuations, large local government
investments into public infrastructure, and
the bulk production of low cost goods
for both domestic consumption and
export. Cities in Zhejiang are known for
specialization: Ningbo for suits, Shaoxing
for textiles, Wenzhou for shoes, etc.

In 2010, Zhejiang province’s GDP hit
US$406.36 billion, up 11.8%. Zhejiang
province’s wealth comes from a
manufacturing industry centered upon
electromechanical industries, textiles,
chemical industries, food and construction
materials. One of the provincial
government’s major aims in the coming
years is to develop the high-tech industries,
particularly biotechnology, medicine, new
materials and other related industries. This
development will focus on three important
economic belts: from Beilun to Ningbo
and cities along the Shanghai-Hangzhou-
Ningbo Expressway, including Shaoxing,
Jiaxing and Huzhou; the coastal cities
of Wenzhou; and along the Zhejiang—
Jiangxi, Wenzhou—Taizhou railways.

The National Development and Reform
Commission’s Regional Plan for the
Yangtze River Delta, published by the
State Council in May 2010, lays out

specific goals for cities in Zhejiang. These
goals include:

e Hangzhou will focus on cultural
creativity, travel and leisure, and
e-commerce, and aim to become the
center of the modern service industry in
the south of the Yangtze River Delta

e Suzhou will emphasize logistics,
technology services, business exhibition
and travel and leisure

» Wuxi will mainly develop creative design
and service outsourcing

« Ningbo will concentrate on the service
industry of modern logistics and business
exhibition

Summary

The economy of each geographic area
of the YRD - Shanghai, Zhejiang, and
Jiangsu - is developing in a fashion
directly related to that area’s individual
circumstances: its historical industrial
layout, central government attention, local
government priorities, FDI incentives, etc.
The second and third tier cities of Zhejiang
and Jiangsu continue to grow, largely due
to their close proximity to Shanghai, and
the commonality among the economy of
each of these areas is simple - growth and
growth often at break-neck speeds.

China’s Rising Middle Class

The number of middle class and affluent
Chinese (those with household incomes
exceeding 60,000 yuan or US$9,000)
will increase to over 400 million by 2020,
almost tripling the approximately 150
million in 2010. This intoxicating market
potential has let to what some are terming
the “in China for China” trend, in which



foreign investors who once predominantly
saw the country as a manufacturing center
are increasingly looking for ways to sell to
the country’s rising middle class.

It’s true that Chinese consumers — by
and large young, fond of foreign brands
and still formative in terms of taste and
spending habits — have great potential as
spenders. But attempts to sell to this group
should involve much more strategy than
simply setting up shop in Shanghai and
hoping 1.3 billion people will bang down
the door to buy what you're selling. In
fact, getting Chinese customers to spend
money can be tricky, as market researchers
and the Chinese government alike are
finding out. As in any market, successful
selling to China’s middle class requires an
understanding of the consumer as well as
the big economic picture that shapes their
decisions.

Second and Third Tier Cities

A large portion of the growing middle
class is currently concentrated in first
tier cities — including Beijing, Shanghai,
and Guangzhou — but the majority of this
growth in this sector will be in second,
third, and fourth tier cities. Additionally,
such cities have smaller markets than first
tier cities, but competition is — in the short
run — less fierce. Foreign brands that have
already been successful in the first tier
cities have made the new consumer class
emerging in the second- and third-tier
cities central to their strategies. Untapped
provincial cities and “country towns”
of more than a million residents will be
critically important in the race to reach the
Chinese middle class.
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Non-first tier cities are the place to find
Chinese consumers for operational costs
and market saturation reasons as well. In
small-city markets are less consolidated
than markets in larger cities and therefore
offer more opportunities for market entry.
In addition, studies reveal that consumers in
small cities demonstrate greater consumer
confidence and larger discretionary
budgets, creating more growth in
spending.! Not only are consumers in non-
first tier cities hungry for more variety of
foreign goods and increasingly able to pay
for them, but profit margins could be much
higher as real estate, labor and advertising
costs (while rising) are nonetheless
significantly less than Beijing or Shanghai
prices. Limiting yourself to first-tier cities
may mean losing out on this long-term
potential.

A Culture of Frugality?

Chinese consumers have gained a
reputation as savers, with one of the highest
savings rates in the world, approximately
25%. Analysts attribute this rate to a
combination of the cultural value placed on
frugality and the lack of social benefits like
free education, universal health insurance
and retirement benefits. In 2010, there was
a good deal of political discussion about
shifting the country away from growth
based on exports and infrastructure to a
domestic consumer-driven economy. This
was particularly the case in 2008 and
2009, with the global financial crisis and
its immediate effects. Exports accounted
for as much as 70% of growth before 2009
and then dropped off about 25% amidst
the global economic downturn of 2008-
09, making it painfully clear that stoking
domestic consumer spending will be
the key to maintaining strong economic
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growth in the future. Analysts have recently
been quick to point out that while the 12th
Five Year Plan (2011-2015) mentions the
necessity of boosting consumer demand; it
does so only briefly. However, government
action to encourage consumer spending
may be irrelevant; the pure size of the
rising middle class is creating a Chinese
consumer base with intoxicating potential.

One key illustration of this is the role of
luxury goods. China is a hot spot for big
international luxury brands like Tiffany,
Rolls Royce, Gucci and Louis Vuitton.
In 2010, sales of luxury goods in China
increased by 23 percent and the overseas
purchase of luxury goods of Chinese people
increased by 30 percent, as announced
by the Chinese Commerce Minister
Chen Deming. China’s luxury market is
expected to hit 14.6 billion U.S. dollars
by 2015, according to estimates published
by Xinhua News Agency. Sales of luxury
brands are proof that Chinese customers,
though frugal, are willing to spend on the
right products, and will sometimes pay
much more for a foreign brand if they think
it is better quality and therefore a better
investment. Scandals involving shoddy,
fake and sometimes even poisonous
domestic goods that shocked American and
European consumers have shaken Chinese
consumers as well. Foreign retailers have
cashed in on this preference, and have also
found that the young generation of affluent
Chinese aspires to own name brand foreign
goods. This opportunity is not just for
high-end luxury retailers.

! The Boston Consulting Group. “Big Prizes in Small Places.” 2010.
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Choosing Your China
Structure

Foreign investors have several choices
when it comes to structuring a China
enterprise: the representative office, the
joint venture, the wholly foreign-owned
enterprise and the foreign-invested
commercial enterprise.

When deciding among the various entities,
you must first consider why you want to
make an investment in China. You will
need to address questions such as:

* What do you need to do in the country
now? What about a couple of years down
the line?

¢ Do you need to hire your people on the
ground and rent an office?

*Do you need to invoice locally for
services or products?

« Are you getting a feel for the market or
have you decided to commit to a larger
scale operation?

 Are you planning to set up a trading or
production-oriented entity or do you
need only a representation in the country
to carry out market research or liaison
activities?

Each entity has different features that can
help or hinder your China venture, so
using care and foresight to choose the right
structure will be invaluable for long-term
success.

Representative Offices
Representative  offices  (RO)  are
organizations established by foreign
companies to carry out liaison activities
in China. ROs are the least dynamic of the
entities for establishing a foreign presence
in China. The administrative regulations
on ROs issued by the State Council in
November 2010, which took effect in
March 2011, specify that the activities that
ROs are permitted to engage in include
(i) market research, display and publicity
activities that relate to company product
or services; and (ii) contact activities that
relate to company product sales or service
provision, and domestic procurement
and investment. ROs are forbidden from
engaging in any profit-seeking activities
except for those which China has agreed
on in international agreements or treaties.
As such, an RO may not directly invoice
for sales or services in China and can only
interact with Chinese businesses indirectly.
In addition, a parent company must have
been in existence for two years to establish
an RO.

While ROs have little control over the
movement and sale of goods and services,
as the extended arm of overseas parent
companies, they can be very helpful in
facilitating market entry by coordinating
sourcing activities and marketing, and
establishing trade ties between the parent
company overseas and the entities in China.
They can also act as a liaison in matters
relating to orders, shipping payments of
taxes, and repatriation of money.
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It is important to note, however, that while
there is no capital requirement for setting
up an RO, they are taxed on their business
expenses. A circular issued by the State
Administration of Taxation on February
20, 2010 explicitly stipulates that ROs
must pay corporate income tax on their
taxable income, as well as sales tax and
VAT, and will be required to assess CIT
liability using either the cost plus method
or actual revenue method.

Because of this, it may be less expensive
for foreign companies under certain
circumstances to establish a Wholly
Foreign-Owned Entity (WFOE) as
revenues can be balanced with expenses,
resulting in lower taxes.

Wholly Foreign-Owned
Enterprises

A wholly foreign-owned enterprise
(WFOE) is a company that is set up with
funds paid only by foreign investors. The
WFOE has become the investment vehicle
of choice for the international investor
wanting to engage in the manufacturing,
service or trade sectors in China. In
addition to the WFOE’s expansive business
scope, its unrivaled popularity arises from
multiple other factors:

« 100 percent foreign ownership and
control

« Security of technology and intellectual
property rights

« Self-developed internal structure

« Insertion of existing company culture

« Ease of disinvestment and strategic
decisions

« Possibility of hiring more foreigners (vs
the 4 maximum allowed under a RO
structure)

Joint Ventures

A joint venture (JV) is company formed
by a foreign investor or investors, or
a foreign individual, and a Chinese
company. Forming a JV in China can be a
successful endeavor as long as each side’s
goals, contributions and responsibilities
are mutual and understood. It’s crucial
for foreign investors to understand the
purposes of joint ventures and whether
their Chinese partner is capable of fulfilling
them.

Dypes of JVs

There are two types of JVs in China:
the equity JV and the cooperative JV,
sometimes known as the contractual JV.

An EJV is a joint venture between Chinese
and foreign partners where the profits and
losses are distributed between the parties
in proportion to their respective equity
interests in the EJV. The foreign partner
should hold at least 25 percent of the equity
interest in the registered capital of the EJV.
The company enjoys limited liability as a
“Chinese legal person.”

The CJV is a very flexible FIE where
Chinese and foreign investors have
more contractual freedom to structure
cooperation. It is a joint venture between
Chinese and foreign investors where the
profits and losses are distributed between
the parties in accordance with the specific
provisions in the CJV contract, not
necessarily in proportion to their respective
equity interests in the CJV. CJVs have the
option to operate either as a limited liability
company or as a non-legal person.

There are  significant  operational
differences between the contracts and



laws governing EJVs and CJVs, including
in terms of liability status, management
structure, contractual obligations, capital
contributions, profit sharing and equity
ratios and reclaiming capital investment.

Foreign-Invested Commercial
Enterprises

A foreign-invested commercial enterprise
(FICE) is a WFOE or a JV established to
engage in import and export as well as
domestic distribution in China. Previously,
foreign companies were restricted in their
abilities both to purchase domestically and
then re-sell domestically in China.

In 2004, China’s distribution and retail
sector was liberalized, permitting foreign-
invested commercial enterprises to conduct
the following activities:

* Import, export, distribution and retailing

* Retailing — selling goods and related
services to individual persons from a
fixed location, as well as through TV,
telephone, mail order, Internet and
vending machines

* Wholesaling — selling goods and related
services to companies and customers
from industry, trade or other organizations

» Representative transactions on the basis
of provisions (agent, broker)

* Franchising

A FICE brings the control needed to secure
quality, service level and bring you closer
to your suppliers as well as enable you to
invoice your clients in Chinese currency.

There are limitations, however. A FICE
cannot change the nature of the product
but only sell what it has purchased.
Additionally, certain products — such
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as books, periodicals, newspapers,
automobiles, medicines, salt, agricultural
chemicals, crude oil and petroleum — face
some ownership barriers. Namely, if a
foreign investor in China has more than 30
retail stores that distribute products such
as books, magazines, processed oils from
different brands or suppliers, the foreign
investor’s share in the retail enterprise is
limited to 49 percent.

Foreign investors interested in international
trade should also know that FICEs can now
obtain their own import/export license.

Obtaining additional licenses for importing
and exporting specific goods can become
difficult though it is necessary in certain
cases.

Set-up Considerations
When structuring your WFOE or JV, you
need to pay attention to the following:

Business Scope

Ensure your business scope is accurate
and genuine. The requisite administrative
government offices may quickly pass your
proposed business scope, but that does not
mean you are finished. Your proposal will
then make its way to the state and local
tax bureaus, and they will also thoroughly
check your application. Any attempts to
fool the tax bureau into thinking you are
producing one thing when you are actually
producing another will inevitably fail in
the long run. Companies in China can only
operate within the business scope approved
by the authorities. The business scope
article within your articles of association
will define exactly what your company is
going to do.
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Minimum Registered Capital
Registered capital requirements are used as
an entry barrier to ensure foreign-invested
enterprises are of sufficient quality and
financial strength.

According to the law, the legal minimum
capital requirement is as little as
RMB30,000 for multiple shareholders
investments but immediately jumps to
RMB100,000 for entities where only one
shareholder is present. In reality, however,
the minimum capital requirements vary

drastically by location and industry. People
are often duped into attractive but untenable
minimum capital requirements proffered
by local magistrates trying to meet their
quotas. This will lead to complications
with the central and local tax bureaus,
both of whom will be intimately involved
in your business life. It might be helpful
to note that your registered capital is also
your limited liability. It could become a
deal-breaker if a potential client wants to
do business but cannot determine whether
or not you are sufficiently capitalized.

Choosing your China Structure

Cons

Type of Structure Legal Status Common Purpose(s)

infrastructure
Insertion of existing
company culture

Representative No legal * Market research « Inexpensive to setup |* Cannot invoice locally
Office (RO) personality « Planning longer-term |+ Allows exploration of| in RMB
ventures the market and liaison|* Must hire staff from
¢ Liaison with home| activity local agency
country companies
Joint Venture (JV) |Limited e When restrictions |+ Use of existing|* Management can be
liability legal require a local partner| facilities and workforce| awkward, inheriting
personality (in |+ When a local partner|* Use of existing sales/| staff liabilities
most cases) can offer e.g. sales| distribution channels |+ Overinflation of assets
and tangible benefits or sales by the Chinese
distributions channels partner during JV
setup and negotiation
» Technology transfer/
P/
* management risks,
split profits
Wholly Foreign- Limited * Most manufacturing|* 100% ownership and|* Need to fund total
Owned Enterprise  |liability legal businesses (for China| control investment capital
(WFOE) personality sales or export) * More flexible business| requirement
« Service businesses scope * Development of China
« Security of technology/| sales operations on
IP, development of own| your own

« Allowed to convert
RMB into foreign
currency for  profit
repatriation
Foreign-Invested Limited * WFOE or JV mainly|* A specialized structure|* High registered capital
Commercial liability legal used for trading,| for trading, retailing| requirements for
Enterprise (FICE)  |personality distribution, retail and distribution trading




Working Capital

The amount of working capital required
until a business is self-sufficient is often
underestimated. When the time comes,
do not simply put in the minimum
registered capital requirement during
initial capitalization as you may later
find the business is under-capitalized,
unable to pay its bills and out of funds.
Injecting (increasing) capital is costly in
terms of time and money. Do consider
what your business really needs to be self-
sufficient rather than what the minimum
capital is unless you are sure that you can
immediately generate positive cash flow in
your China entity.

Bear in mind about the taxes involved in
the venture, from value-added tax (VAT)
to business tax and corporate income
tax. VAT may have a negative impact
on your cash flow if you were in trading
or m